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Notes for FOMC Meeting 


Sam Y. Cross 


Since the last FOMC meeting, sentiment toward the dollar has 

grown increasingly negative, and the dollar declined throughout the 

intermeeting period. As expected at the last Committee meeting. 

neither Germany nor Japan followed the U.S.  discount rate cut of July 

11. But also neither France or the U.K. followed, inasmuch as the 

authorities in those two countries felt constrained by the sudden 

weakening which occurred in their currencies against the mark. In the 

ensuing weeks, with the market reflecting on the prospect of further 

U.S. monetary policy moves independent of other countries’ actions, 

the dollar passed through a succession of new postwar lows against the 

yen and reached a 5-1/2-year low against the German mark. On balance. 

the dollar lost about 4-5 percent against most major currencies during 

the past s i x  weeks. 

It is useful to look back over the developments since last 

September’s G-5 meeting at the Plaza. when the G-5 authorities 

committed themselves to the goal of sustained and more balanced 

economic growth. A s  you recall, the dollar was then trading around DM 

2.90 and Y 242. In the three months following that meeting, there 

were coordinated intervention sales of dollars by the G-5 countries 

totaling $8.5 billion to resist persistent and at times intense upward 

pressures on the dollar. 

These upward pressures dissipated in due course, as the 


market became convinced that the authorities were committed to a lower 


dollar. and as the relative financial attractiveness of dollar 


investments declined. At the time of the Plaza agreement, long-term 


interest differentials were favorable to the dollar by a large margin 
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o f  3 - 1 / 2  t o  4 f u l l  p e r c e n t a g e  p o i n t s  a g a i n s t  comparable mark and yen 

i n v e s t m e n t s .  By J u l y  t h e s e  d i f f e r e n t i a l s  had shrunk t o  t h e i r  l owes t  

l e v e l s  i n  more t h a n  s i x  y e a r s .  

I n  t h e s e  c i r c u m s t a n c e s ,  t h e  i n t e r v e n t i o n  a c t i v i t i e s  o f  t h e  

G - 5  have t u r n e d  a round .  During t h e  p a s t  f o u r  months,  G - 5  c e n t r a l  

banks have s h i f t e d  from s e l l i n g  d o l l a r s  n e t  t o  buying d o l l a r s ,  and 

have a c q u i r e d  n e t  more t h a n  $14.5 b i l l i o n  i n  t h e  exchange marke t .  The 

Japanese  a l o n e  have purchased  n e a r l y  b i l l i o n  s i n c e  m i d - A p r i l ,  some 

times t h e  amount o f  Bank of  Japan  d o l l a r  s a l e s  i n  

t h e  c o o r d i n a t e d  i n t e r v e n t i o n  of l a s t  autumn. W h i l e  t h e  Bundesbank has  

n o t  t u r n e d  t o  d o l l a r  p u r c h a s e s ,  market  p a r t i c i p a n t s  remain a l e r t  t o  

t h e  p o s s i b i l i t y  of German i n t e r v e n t i o n .  

The d o l l a r  i s  now 30 t o  35 p e r c e n t  below i t s  p r e - P l a z a  l e v e l s  

a g a i n s t  t h e  mark and t h e  y e n ,  and t h e  p e r c e p t i o n  i s  t h a t  t h e  d o l l a r  

w i l l .  weaken f u r t h e r .  The  monthly t r a d e  f i g u r e s - - w h i c h  c o n t i n u e  t o  

show r e c o r d  o r  n e a r - r e c o r d  imbalances  f o r  t h e  United S t a t e s ,  Japan  and 

Germany--have done l i t t l e  t o  d i s p e l  t h e  s t r o n g  p o l i t i c a l  and 

p r o t e c t i o n i s t  p r e s s u r e s .  Economic s t a t i s t i c s  show l i t t l e  r e v i v a l  o f  

growth i n  t h e  Uni ted  S t a t e s  o r  i n  o u r  expor t  marke ts  ab road .  And t h e  

market b e l i e v e s  t h a t  t h e  U . S .  a u t h o r i t i e s  would welcome f u r t h e r  

d e p r e c i a t i o n  of t h e  d o l l a r ,  p a r t l y  a s  a means o f  p r e s s i n g  f o r e i g n  

a u t h o r i t i e s  f o r  economic s t i m u l u s  t h a t  would i n c r e a s e  worldwide 

demand. A l s o ,  p a r t i c i p a n t s  have noted  t h e  a t t r a c t i v e n e s s  o f  t h e  mark 

a s  a n  inves tmen t  i n s t r u m e n t .  and have r e p o r t e d  i n c r e a s e d  i n v e s t m e n t  

f lows  i n t o  Germany, where t h e  bond market has  r a l l i e d  i n  r e c e n t  weeks.  

On t h e  o t h e r  s i d e ,  t e n d i n g  t o  keep t h e  d o l l a r  from s l i d i n g ,  market 

s o u r c e s  remain wary about  o f f i c i a l  i n t e r v e n t i o n  and a r e  weighing t h e  

p o s s i b i l i t y  t h a t  t h e  Bundesbank might be more r e c e p t i v e  t o  a d i s c o u n t  

r a t e  c u t  t h i s  f a l l  t h a n  e a r l i e r .  A t  t h i s  j u n c t u r e ,  we have avoided 



- 3-

t h e  b i g  s e l l - o f f  of t h e  d o l l a r  t h a t  has  been f e a r e d .  S t i l l ,  t h e  

c o n d i t i o n  o f  t h e  d o l l a r  remains  t enuous .  



Peter D. Sternlight

Notes for FOMC Meet-


August 19, 1986  

Domestic Desk operations since the last meeting have been 


directed at maintaining the more accommodative posture adopted at the 


July meeting and embodied in the 1/2 percentage point reduction in the 


discount rate shortly after that meeting. Reserve pressures, as 


measured by the volume of adjustment and seasonal borrowing allowed 


for in constructing the nonborrowed reserve path, held at $300 


million, unchanged from before the July meeting, although one might 


say there was a slight nod to the accommodative side in that part of 


the adjustment borrowing in the latter part of the interval has 


reflected "special situation" borrowing by troubled oil-region banks. 


The Desk made some rough allowance for this in interpreting and 


responding to day-to-day reserve needs but the allowance tended to 


fall somwhat shy of the actual pace of such borrowing. 


Under this approach, federal funds rates worked lower, from 

about 6 - 3 / 4  - 7 / 8  percent at the time of the last meeting--and just 

before the discount rate cut--toaround 6 - 1 / 4  - 3/8 percent in recent 

days--althoughwith some firming last Friday. a heavy Treasury 

settlement day compounded by wire problems. Borrowing was close to 

the $ 3 0 0  million path level in the first maintenance period. ending 

mid-July, and then closer to $400 million in the next two full 

maintenance periods. After taking account of special situation 

borrowing, however, borrowing in the latter two periods was close to 

$300 million and just modestly over $200 million. So far in the 

current reserve period, borrowing averaged about $560  million. 

reflecting a pickup in last Friday's firm money market: a little over 

$200 million of that $ 5 6 0  million reflects "special situation" 



borrowing. In both the first and third periods, nonborrowed reserves 


turned out below path, with demand for excess reserves running to the 


low side. and with effective nonborrowed reserves in the third period 


bolstered somewhat by the special borrowing noted earlier. In the 


middle period. nonborrowed reserves were somewhat above path and 


excess reserves also ran high. 


The Desk faced sizable reserve needs early in the inter-


meeting period, and then more moderate but still fairly persistent 


needs as the interval progressed. Bills were purchased in small 


amounts from foreign accounts on most days, aggregating to about $1.3 


billion over the period. About $90 million of this outright increase 


in holdings was offset by a run-off in Federal agency holdings as the 


agency in question did not offer a replacement issue with the same 


payment date as the maturing one. Repurchase agreements were arranged 


on most days--includingthree rounds of System agreements early in the 


period when needs were relatively large, and customer-related 


agreements to meet the more moderate needs on many other days. 


Interest rate changes over the period tended to steepen the 


yield curve, with moderate net declines at the short end and little 


change or modest increases at the long end. The discount rate drop 


near the opening of the period had only a small impact, mainly at the 


short end. as it was widely anticipated. Intermediate and longer 


rates backed up toward midperiod, as the Treasury’s big quarterly 


financing approached, particularly once it became clear that debt 


limit restraints would not interfere with the auctions. At the same 


time, there were doubts about whether Japanese interest would be as 


robust as in May for the 10- and 30-year issues. Firming oil prices, 


and some data suggesting the economy might not be so weak as some had 


contemplated also had a dampening effect on the bond market just 
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b e f o r e  t h e  a u c t i o n s .  Once rates had backed u p ,  r e a s o n a b l y  good 

i n t e r e s t  d i d  deve lop  i n  t h e  a u c t i o n s .  T h i s  i n c l u d e d  good i n t e r e s t  

f rom J a p a n e s e  b u y e r s - - t h o u g h  it was somewhat less  t h a n  i n  May. 

A f t e r  t h e  a u c t i o n s  were o v e r ,  market  a t t e n t i o n  t u r n e d  a g a i n  

t o  t h e  ” fundamen ta l s”  of  p e r c e i v e d  s l u g g i s h  economic a c t i v i t y  and 

a p p a r e n t l y  subdued i n f l a t i o n .  and good r e t a i l  buying  he lped  t o  move 

d e a l e r  s u p p l i e s  i n t o  i n v e s t o r s ’  hands a t  h i g h e r  p r i c e s .  L a t e  i n  t h e  

p e r i o d ,  t h e  market  a l s o  r a l l i e d  on s p e c u l a t i o n  o f  f r e s h  accommodative 

moves by t h e  F e d e r a l  Rese rve ,  p o s s i b l y  i n  c o o r d i n a t i o n  w i t h  o t h e r  

c o u n t r i e s .  The improved s e n t i m e n t  l i f t e d  p r i c e s  of t h e  newly 

a u c t i o n e d  T r e a s u r y  f i n a n c i n g  i s s u e s  t o  l e v e l s  wel l  above t h e i r  a u c t i o n  

a v e r a g e s ,  w i t h  y i e l d s  down abou t  25-35 b a s i s  p o i n t s  from t h e  a u c t i o n s .  

For t h e  f u l l  p e r i o d ,  y i e l d s  on s h o r t - t o  i n t e r m e d i a t e - t e r m  T r e a s u r y  

coupon i s s u e s  were down abou t  1 5  t o  35  b a s i s  p o i n t s ,  a l t h o u g h  t h e  

reopened 3 0 - y e a r  bond r o s e  about  15 b a s i s  p o i n t s  i n  y i e l d  o v e r  t h e  

p e r i o d ,  w h i l e  o t h e r  l o n g - t e r m  i s s u e s  were about  unchanged. The 

T r e a s u r y  con t inued  t o  c o n c e n t r a t e  i t s  n e t  c a s h  r a i s i n g  i n  t h e  coupon 

s e c t o r ,  bor rowing  a n e t  o f  n e a r l y  $16 b i l l i o n  t h r o u g h  coupon i s s u e s  

ove r  t h e  p e r i o d ,  much of  it i n  t h e  r e c o r d  $28 b i l l i o n  q u a r t e r l y  

f i n a n c i n g  t h a t  s e t t l e d  l a s t  F r i d a y .  

I n  t h e  T r e a s u r y  b i l l  a r e a .  r a t e s  on key i s s u e s  were down 

abou t  25 b a s i s  p o i n t s ,  w i t h  t h e  T r e a s u r y  r a i s i n g  about  $4 -1 /2  b i l l i o n  

i n  t h i s  s e c t o r .  Cash r a i s i n g  i n  b i l l s  was l i m i t e d  by d e b t  c e i l i n g  

c o n s t r a i n t s  i n  mid-Augus t ,  a s  t h e  T r e a s u r y  c u t  back on b i l l  i s s u e s  t o  

make s u r e  it cou ld  s t a y  w i t h i n  t h e  l e g a l  c e i l i n g  w h i l e  a l s o  t a p p i n g  

t h e  coupon market  i n  l i n e  w i t h  l o n g e r  range  p l a n s .  Congres s iona l  

a c t i o n  i n  t h e  w e e  h o u r s  l a s t  Sa turday  h a s  p rov ided  some r e l i e f  

r e g a r d i n g  t h e  d e b t  l i m i t ,  w i t h  a $32 b i l l i o n  i n c r e a s e  t h a t  shou ld  t a k e  

t h e  T r e a s u r y  up t o  abou t  t h e  end of September .  I n  y e s t e r d a y ’ s  b i l l  
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a u c t i o n s ,  t h r e e - and s ix -mon th  i s s u e s  were a t  5 . 6 4  and 5 . 6 5  p e r c e n t .  

compared w i t h  5 . 8 5  p e r c e n t  f o r  each  i s s u e  j u s t  b e f o r e  t h e  l a s t  

mee t ing .  

C u r r e n t  f i x e d  income market  s e n t i m e n t  seems t o  be  on t h e  

modera t e ly  b u l l i s h  s i d e ,  a n t i c i p a t i n g  somewhat lower  r a t e s  i n  t h e  

c o n t e x t  of a s l u g g i s h  economy and dormant i n f l a t i o n .  There  i s  a 

f a i r l y  widespread  e x p e c t a t i o n  of  a n o t h e r  d i s c o u n t  r a t e  c u t  i n  t h e  next 

month o r  s o .  A t  t h e  same t i m e ,  a number o f  market  o b s e r v e r s  seem t o  

f e e l  t h a t  t h e  n e x t  c u t  cou ld  be  t h e  l a s t ,  as t h e y  a n t i c i p a t e  t h a t  

b u s i n e s s  a c t i v i t y  and p r i c e  p r e s s u r e s  cou ld  p i c k  up a b i t  head ing  i n t o  

n e x t  y e a r .  



P e t e r  D .  S t e r n l i e h t  
I 

Aeenda I t em on S v s t em P o r t f o l i o  and Coup0n P u r c h a s e s  
August 1 9 .  1986 

A q u e s t i o n  n a t u r a l l y  a r i s e s  a s  t o  why t h i s  s u b j e c t  i s  on t h e  

Committee’s agenda a t  t h i s  t i m e .  The c h i e f  r eason  i s  t h a t  on some 

r e c e n t  o c c a s i o n s  when Desk o p e r a t i o n s  i n  coupon i s s u e s  were unde r -

t a k e n .  o r  con templa t ed .  b a s i c  q u e s t i o n s  were r a i s e d  a s  t o  t h e  need 

f o r ,  o r  d e s i r a b i l i t y  o f ,  such  o p e r a t i o n s .  B e s i d e s ,  i t ’ s  p robab ly  a 

good i d e a  t o  t a k e  a f r e s h  l o o k  a t  s u b j e c t s  l i k e  t h i s  from t i m e  t o  

t i m e .  

The pape r  c i r c u l a t e d  t o  t h e  Committee l a s t  week a t t e m p t s  t o  

se t  o u t  t h e  p r o s  and cons  o f  c o n t i n u i n g  t h e  moderate  coupon i s s u e  

pu rchase  program o f  r e c e n t  y e a r s .  P o s s i b l e  a l t e r n a t i v e s  cou ld  i n c l u d e  

s c a l i n g  t h a t  program u p ,  down, o r  pe rhaps  o u t .  The pape r  a l s o  n o t e s  

t h e  p o s s i b i l i t y  o f  hav ing  t h e  System Account a c c e n t u a t e  i t s  r e c e n t  

t endency  t o  p l a c e  g r e a t e r  emphasis  on t h e  s h o r t e r  t e r m  m a t u r i t i e s  

o f f e r e d  i n  t h e  T r e a s u r y ’ s  major  q u a r t e r l y  r e f u n d i n g s ,  i n  o r d e r  t o  

e n s u r e  t h e  c o n t i n u i n g  ample l i q u i d i t y  o f t h e  Sys tem’s  h o l d i n g s .  

I n  t h e  view of t h e  Account Management, t h e  p r e f e r a b l e  c o u r s e  

r e g a r d i n g  coupon purchases  would be  t o  c o n t i n u e  t h e  approach  fo l lowed 

i n  r e c e n t  y e a r s ,  which I would d e s c r i b e  a s  one of moderate  o c c a s i o n a l  

p u r c h a s e s .  T y p i c a l l y .  i n  each  o f  t h e  l a s t  s e v e r a l  y e a r s ,  t h e r e  have 

been two,  o r  pe rhaps  t h r e e ,  t r i p s  t o  t h e  market  t o  buy coupon i s s u e s .  

amounting t o  about  $ 3 - 4  b i l l i o n  a n n u a l l y .  T y p i c a l l y ,  t h i s  c o n s t i t u t e d  

abou t  20-35 p e r c e n t  of  t h e  annua l  i n c r e a s e  i n  t h e  p o r t f o l i o ,  and was a 

much s m a l l e r  p r o p o r t i o n  o f  t h e  amount of  n e t  new coupon d e b t  b e i n g  

i s s u e d  by t h e  T r e a s u r y .  

Looking a t  t h e  f i v e  y e a r s  from t h e  end of  1980 t o  t h e  end of  

1985,  t h e  pu rchases  o f  s e v e r a l  b i l l i o n  a y e a r  i n  coupon i s s u e s  s t i l l  

p e r m i t t e d  t h e  p r o p o r t i o n  o f  b i l l s  i n  t h e  p o r t f o l i o  t o  r i s e - - f r o m  abou t  
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36 t o  4 7  p e r c e n t .  By  mid-86 ,  w i t h  no coupon purchases  s i n c e  l a s t  

December, t h a t  p r o p o r t i o n  was 4 8 - 1 / 2  p e r c e n t .  Taking  a n o t h e r  measure 

t h a t  i n c l u d e s  coupon i s s u e s  m a t u r i n g  w i t h i n  a y e a r  a l o n g  w i t h  b i l l s ,  

t h e  p r o p o r t i o n  of  T reasu ry  i s s u e s  due w i t h i n  a y e a r  h a s  i n c r e a s e d  from 

abou t  4 5  t o  5 9  p e r c e n t  of o u r  p o r t f o l i o .  

F r a n k l y .  I ’ v e  found it h a r d  t o  come up w i t h  s t r o n g  arguments  

&ga ins t  o c c a s i o n a l  coupon p u r c h a s e s .  T r u e ,  on any p a r t i c u l a r  

o c c a s i o n ,  i t ’ s  a l s o  ha rd  t o  a r g u e  t h a t  i t ’ s  i m p o r t a n t  f o r  t h e  Desk t o  

buy coupons r a t h e r  t h a n  b i l l s .  But i n  a l o n g e r - r u n  c o n t e x t ,  I t h i n k  

t h e r e  a r e  good arguments ,  a s  o u t l i n e d  i n  my n o t e  t o  t h e  Committee, f o r  

c o n t i n u i n g  t o  keep i n  t o u c h  w i t h  t h e  coupon market  on a n  o c c a s i o n a l  

b a s i s .  

I ’ d  welcome your  q u e s t i o n s  o r  comments on whether  t h e  

approach  w e  have been t a k i n g  shou ld  b e  c o n t i n u e d .  



J. L. KICHLINE 
AUGUST 19,  1986 

FOMC BRIEFING 


The staff's forecast of the economy is virtually 

unchanged from that presented at the last meeting of the 

Committee. The information that has becone available over 

the past month or so has done little to clarify the major 

issues in the projection, but has been broadly consistent 

with the notion that we are in a period of moderate, 

although very uneven, growth. Real GNP in the current 

quarter is projected to expand at a 2-112 percent annual 

rate and to move above 3 percent late this year and through 

1987. Price inflation is projected to average 2-112 percent 

over the second half of this year and somewhat higher next 

year. 

This morning the Commerce Department released 

revised national income account data for the second quarter. 

Real GNP is now reported to have expanded at a 0 . 6  percent 

annual rate, one-half percentage point less than estimated 

previously. Net exports and inventories were revised 

downward, while consumption and government spending were 

raised. The rise in the deflator, at a 2-112 percent annual 

rate, is now a few tenths higher than earlier. These 

revised data largely were anticipated when we prepared the 
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forecast, and thus do not provide information that would 


argue for an alteration of the projection. 


For the current quarter one of the key pieces of 

information is the July labor market report. It showed 

payroll employment growth of nearly 114 million after 

adjustment for strikes--appreciablyabove the average 

monthly gains during the first half of the year--and the 

unemployment rate edged down 0.2 percentage point to 6 . 9  

percent. As has been the case for some time, employment 

growth was concentrated in the trade, service, and finance 

sectors while manufacturing registered another drop. 

Weakness in the manufacturing sector is reflected, 

of course, in the performance of industrial production. 

During July, the industrial production index edged down 0.1 

percent and for the past three months is down about a 

percentage point. The direct effects of declines in 

petroleum drilling have been waning, but weakness persists 

in the output of business equipment and consumer goods. At 

this juncture, it seems quite likely that industrial output 

this quarter will register another decline on average, but 

with generally lean inventories, increasing competitiveness 

of domestic manufacturers, and growth of final sales the 

stage is set for a rise of industrial production by the 

fall. 
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Consumer spending has been a strong point in the 

economy so far this year. In the forecast for the second 

half of this year, we anticipate a slackening of growth 

consistent with somewhat slower expansion of real disposable 

income. In July, total auto sales declined a bit from the 

pace in the second quarter, owing to a fall in sales of 

domestic models. In light of high domestic auto inventories, 

it seems likely that more generous sales incentive programs 


will be announced and perhaps assemblies cut back a little 


from current industry plans. 
 But outside of autos and 


nonconsumer items, the retail sales report for July was 


strong, and spending in May and June was revised upward as 


well. If these data hold up with subsequent revisions, the 


staff's consumer spending forecast of 2-112 percent growth 


at an annual rate this quarter requires little further rise 


in retail sales over the balance of the quarter. 


Unfortunately, in the investment sectors we have no 


broadly based evidence on developments this quarter. 


Residential investment outlays should contribute to economic 


growth this quarter, given the large volume of housing 


starts earlier this year. However, this sector's contri


bution is projected to weaken over time as high rental 


vacancy rates and tax law changes take a further toll on 


multifamily construction. For business fixed investment, 


orders for equipment through June give a sense of halting 
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their decline while commitments and spending for structures 


continue to fall. The staff forecast entails a small 


decline in business fixed investment over the second half of 


this year. 


On the whole, the evidence is not yet in hand to 


suggest that the economy is solidly on a path of higher 


growth. Our analysis, however, continues to point in the 


direction of some slackening of domestic demand expansion, 


improvement in the trade sector, and overall a better 


balanced and stronger expansion in domestic production. 


Briefly, on the price situation, recent monthly 


indexes have fluctuated largely in response to developments 


in food and energy prices. Food prices in the aggregate are 


rising this quarter in response to higher livestock and 


poultry prices which appears likely to be a temporary 


phenomenon. In energy markets, however, this quarter could 


see the end of price drops and oil prices are anticipated to 


retrace some of the recent decline later this year and into 


1987. The recent OPEC agreement on production cuts, to the 


extent it is successful, should help soak up excess world 


supplies and lead to higher petroleum prices. 
 The staff 


assumes oil prices will move to $16 per barrel early next 


year. Outside of food and energy, the direct and indirect 


effects of higher import prices are projected to feed 


through to somewhat higher inflation in 1987. 
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The d i s c u s s i o n  of t h e  a l t e r n a t i v e s  in t h e  bluebook has  been 

o r i e n t e d  more toward t h e  i m p l i c a t i o n s  f o r  t h e  b roade r  monetary aggregates, 

g iven  t h e  Committee's d e c i s i o n  n o t  t o  se t  an e x p l i c i t  numerical  o b j e c t i v e  

f o r  expansion of M 1  in t h e  t h i r d  q u a r t e r  and 1986. The  marked a c c e l e r a t i o n  

of  b o t h  M2 and M3 in J u l y ,  a long  w i t h  the upward r e v i s i o n s  noted i n  the 

bluebook, boosted t h e s e  a g g r e g a t e s  much c l o s e r  t o  t h e  upper ends of t h e i r  

long-run r anges ;  a t  t h e  same time M1 a l s o  s t r e n g t h e n e d ,  and i t s  growth 

rate i n  J u l y  was c l o s e  t o  t h e  e x t r a o r d i n a r y  pace of t h e  second q u a r t e r .  

Growth i n  t h e  b roade r  aggregates is expec ted  t o  moderate s u b s t a n t i a l l y  i n  

August and September, however, under a l l  t h e  a l t e r n a t i v e s ,  keeping M2 and 

M3 w i t h i n  t h e i r  long-run ranges by September. The s t a f f  e x p e c t s  t h e s e  

a g g r e g a t e s  t o  s t a y  i n  t h e  upper p o r t i o n s  of t h e i r  ranges ove r  t h e  ba l ance  

of  t h e  y e a r  i f  i n t e r e s t  r a t e s  remain around c u r r e n t  l e v e l s  o r  move s l i g h t l y  

h i g h e r ,  b u t  t hey  could be c o n s i d e r a b l y  c l o s e r  t o  t h e  upper ends  than  an t i c i 

pa ted  a t  t h e  l a s t  meeting. Should rates d r o p  somewhat f u r t h e r ,  t h e  odds 

on growth around OK even above the upper ends of the ranges - - e spec ia l ly  

f O K  U--appear  much h i g h e r .  In t h e s e  c i r cums tances ,  i t  may be h e l p f u l  as 

background f o r  Committee d i s c u s s i o n  t o  review t h e  p r o s p e c t s  f o r  t h e  b roade r  

a g g r e g a t e s  and t h e  p o s s i b l e  i m p l i c a t i o n s  of  more r a p i d  expansion.  

With r e s p e c t  t o  M3, t h e r e  are r easons  t o  be a b i t  less concerned 

abou t  t h e  p o t e n t i a l  f o r  o u t s i z e d  growth. Rapid expansion of M3 i n  J u l y  

f o l l o w s  months of  more modest growth,  and r e f l e c t s  in p a r t  t h e  funding of  

an  unexpected s u r g e  in s e c u r i t y  a c q u i s i t i o n s  by banks. Another such bu lge  

is no t  cons ide red  l i k e l y ,  and bank c r e d i t  growth should d r o p  back t o  a more 

moderate pace ove r  t h e  ba l ance  of t h e  q u a r t e r  and t h e  y e a r ,  even i f  i n t e r e s t  

rates were t o  d e c l i n e .  In t h e s e  c i r cums tances ,  t h e  e f f e c t s  on M3 of  any 
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s h a r p  p i c k  up of  i n f l o w s  t o  c o r e  d e p o s i t s  a t  banks might t end  t o  be o f f s e t  

by cu tbacks  i n  managed l i a b i l i t i e s .  

The behavior  of  t h r i f t  i n s t i t u t i o n s  would seem t o  pose a b i g g e r  

threat of  a n  ove r shoo t  i n  t h e  M3 r ange ,  however. New Bank Board c a p i t a l  

r equ i r emen t s  gea red  t o  growth i n  b a l a n c e  s h e e t  f o o t i n g s  now are scheduled 

t o  go i n t o  e f f e c t  i n  J a n u a r y ,  g i v i n g  t h r i f t s  some i n c e n t i v e  t o  b u i l d  up 

t h e i r  ba l ance  s h e e t s  b e f o r e  y e a r  end. Moreover, t h e  s e c u r i t i z a t i o n  of 

t h r i f t  mortgage p o r t f o l i o s  has g i v e n  them i n c r e a s e d  o p p o r t u n i t i e s  t o  f i n a n c e  

w i t h  RPs--as was r e f l e c t e d  i n  t h e  upward r e v i s i o n  t o  M3--rather t han ,  s a y ,  

FHLB advances which do n o t  have a c o u n t e r p a r t  i n  M3. The economic s i g n i f i 

cance of  an o v e r r u n  i n  M3, p a r t i c u l a r l y  f o r  t h e s e  r e a s o n s ,  might be open 

t o  q u e s t i o n .  The behavior  of  t h i s  aggregate seems t o  depend t o  a cons ide r -

a b l e  e x t e n t  on the c r e d i t  and funding d e c i s i o n s  of d e p o s i t o r y  i n s t u t i o n s .  

which may be more r e l a t e d  t o  r e g u l a t o r y  c o n s t r a i n t s  o r  r e l a t i v e l y  small 

changes in c o s t  r e l a t i o n s h i p s  than  t o  unde r ly ing  economic p rospec t s .  

The odds on a s u b s t a n t i a l  ove r shoo t  of  t h e  long-run 142 range 

seem a l i t t l e  h i g h e r ,  e s p e c i a l l y  i f  i n t e r e s t  rates f a l l  f u r t h e r .  Abstract

i n g  from t h e  recent f l u c t u a t i o n s  i n  June and July, t h e  unde r ly ing  growth 

in t h i s  a g g r e g a t e  h a s  been v e r y  s t r o n g  f o r  some months. M2 less o v e r n i g h t  

RPs and E u r o d o l l a r s  has  been expanding at  a 1 2  pe rcen t  annua l  rate s i n c e  

March, c o n s i d e r a b l y  above i ts  growth rate e a r l y  i n  t h e  year. Th i s  perform

ance  probably r e p r e s e n t s  t o  some degree  s h i f t s  from market i n s t r u m e n t s  

i n t o  M2 d e p o s i t s  and money market funds  as market i n t e r e s t  rates have come 

down faster t h a n  t h e  y i e l d s  on t h e s e  in s t rumen t s .  Should interest  rates 

d rop  f u r t h e r ,  M2 growth could remain e s p e c i a l l y  r a p i d  i f  d e p o s i t o r i e s  



-3-


prove r e l u c t a n t  t o  lower o f f e r i n g  r a t e s  on regular  NOW and savings accounts. 

Whether, i n  add i t ion  t o  s h i f t s  of funds toward M2 components, t h e  s t r eng th  

i n  M2 a l s o  s i g n a l s  a more general  rap id  bui ld  up i n  the  publ ic ' s  o v e r a l l  

holdings of l i q u i d  a s s e t s  i s  not c l ea r .  Data on L l ag  those on t h e  o the r  

aggregates b u t  from the  fou r th  quarter through June t h i s  aggregate grew a t  

a 7-1/2 percent annual rate--about a half  percentage point  below the  growth 

of M2 and I13 over t h e  same period. 

Evidence on whether a sus ta ined  surge i n  M2 might presage a l a t e r  

surge i n  spending i s  mixed. Generally,  when both Ml and M2 have acce le ra t ed ,  

a pick up i n  GNP has followed, but t h e  dimensions of such a s t rengthening 

a r e  not  c l e a r .  M2 has performed considerably b e t t e r  t h a n  M l  over the  1980's 

i n  var ious s t a t i s t i c a l  t e s t s  of i t s  demand func t ions  and i t s  a b i l i t y  t o  pre

d i c t  GNP. But t h e  e r r o r s  a r e  s t i l l  q u i t e  large--on the order  of 3 t o  4 per-

cent  pe r  year  i n  s i m p l e  reduced-form equat ions pred ic t ing  GNP. Moreover, 

simple inspec t ion  of the  da t a  over recent years would suggest t h a t  the move

ments i n  M2 are not  w e l l  cor re la ted  w i t h  the behavior of t h e  economy. On 

an annual b a s i s  growth of M2 has  been f a i r l y  s teady  s ince  the  advent of 

MMCs i n  1978, averaging only between 8 and 9-1/2 percent a p a r t  from 1983 

when MMLlAs were introduced; over the  same per iod,  growth in GNP has ranged 

from 3 t o  15 percent ,  and M2 ve loc i ty  has f luc tua ted  from plus  6 percent 

t o  minus 5-1/2 percent.  Tha t  record seems l i k e l y  t o  be extended t h i s  year ,  

a s  the e f f e c t s  of t h e  dec l ine  in i n t e r e s t  r a t e s  o f f s e t  the impact of t h e  

s luggish  growth i n  nominal income, producing i n  a l l  l ike l ihood t h e  l a r g e s t  

drop i n  ve loc i ty  since the  recession year  of 1982--on the  order  of 3 t o  4 

percent.  Rapid growth of M2 may not i m p l y  an undue boost t o  GNP in t h e  

f u t u r e  i f  t h e  dec l ine  in i n t e r e s t  r a t e s  t h a t  induced it  r e s u l t s  l a r g e l y  

from adjustments of nominal r a t e s  t o  lower i n f l a t i o n ,  o r  of r e a l  r a t e s  t o  
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under ly ing  weakness i n  economic a c t i v i t y ,  o r  some of bo th ,  r a t h e r  t han  a 

product  of  o v e r l y  s t i m u l a t i v e  monetary p o l i c y .  That i s ,  M2 b e h a v i o r ,  though 

t o  a lesser e x t e n t  t han  t h e  much more i n t e r e s t - s e n s i t i v e  M l ,  cannot  be judged 

a p a r t  from t h e  su r round ing  economic c i r c u m s t a n c e s ,  and t h e  c i r cums tances  

c u r r e n t l y  p r e v a i l i n g  may be i n t e r p r e t e d  as implying t h a t  a tendency f o r  M2 

t o  run n e a r  o r  even above i t s  t a r g e t  range would n o t  n e c e s s a r i l y  be cause  

f o r  alarm. 

However, c o n t i n u i n g  r a p i d  M2 growth does imply a h e f t y  build-up 

i n  a s u b s e t  of t h e  p u b l i c ' s  l i q u i d  assets t h a t  has  ove r  a p e r i o d  of  y e a r s  

moved t o g e t h e r  w i t h  income; f o r  a l l  i t s  ups and downs, t h e  l e v e l  of M2 

v e l o c i t y  is l i t t l e  d i f f e r e n t  t han  it was many y e a r s  ago. The M2 expans ion  

seems e s p e c i a l l y  s u b s t a n t i a l  when viewed i n  real terms, g i v e n  t h e  r e l a t i v e l y  

modest movement i n  p r i c e  l e v e l s  t h i s  year .  :-loreover, t h e  d i r e c t i v e  and 

p u b l i c  statements of the Committee have r e p e a t e d l y  s t r e s s e d  t h a t  o u t s i z e d  

growth i n  M l  would be judged i n  l i g h t  of  developments i n  t h e  b roade r  

aggrega te s .  Should M2 o r  perhaps M3 t h r e a t e n  t o  exceed t h e i r  ranges wi thou t  

some form of  c o u n t e r v a i l i n g  a c t i o n  by the F e d e r a l  Reserve, t h e  Committee 

cou ld  he s e e n  as de-emphasizing one o r  b o t h  of t h e  remaining i n t e r m e d i a t e  

monetary o b j e c t i v e s  f o r  which i t  h a s  no t  y e t  d e c l a r e d  i t s  w i l l i n g n e s s  t o  

t o l e r a t e  growth o u t s i d e  of e s t a b l i s h e d  ranges.  

Of t h e  bluebook a l t e r n a t i v e s ,  C i m p l i e s  t h e  g r e a t e s t  d e g r e e  of  

concern abou t  t h e  p o t e n t i a l  f o r  money growth above t h e  Committee's r anges  

f o r  t h e  year .  The moderate t i g h t e n i n g  of  r e s e r v e  c o n d i t i o n s  e n v i s i o n e d  

under  t h i s  a l t e r n a t i v e  would restrain money growth bo th  i n  t h e  near-term 

and i n  t h e  f o u r t h  q u a r t e r  as w e l l ,  p rov id ing  some a d d i t i o n a l  a s s u r a n c e  of  

remaining wi th in  t h e  ranges of  the b roade r  a g g r e g a t e s  f o r  t h e  yea r .  
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A l t e r n a t i v e  A ,  on t h e  o t h e r  hand,  which would invo lve  some d e c l i n e  

i n  in te res t  ra tes ,  might be  viewed as implying g r e a t e r  concern about  t h e  

p o t e n t i a l  f o r  a s h o r t f a l l  i n  economic a c t i v i t y  and s t r a i n s  on t h e  f i n a n c i a l  

system. The more r a p i d  money growth t h a t  cou ld  r e s u l t  under t h i s  a l ter

na t ive - - inc lud ing  t h e  p o s s i b i l i t y  t h a t  t h e  b roade r  a g g r e g a t e s  would ove r shoo t  

t h e i r  r anges  f o r  t h e  year--might be c o n s i d e r e d  as an a c c e p t a b l e  byproduct 

of  keeping GNP on a s a t i s f a c t o r y  t r a c k ,  g i v e n  t h e  needed d e c l i n e  i n  rates. 

A l t e r n a t i v e  B obv ious ly  could be viewed as s t r i k i n g  a ba lance  between t h e  

r i s k s  addres sed  by a l t e r n a t i v e s  A and C, perhaps  i n  t h e  c o n t e x t  of a w a i t i n g  

f u r t h e r  ev idence  on t r e n d s  i n  t h e  a g g r e g a t e s  and t h e  economy. 




